For f i n a n c i a l management t o make wealth maximizing c a p i t a l budgeting d e c i -
s i o n s , a model t h a t w i l l determine c o r r e c t l y t h e market v a l u e of a p r o j e c t ' s l e v e r e d cash flows i s r e q u i r e d . A c a p i t a l budgeting model should account n o t only f o r t h e e f f e c t s of t h e investment d e c i s i o n , b u t a l s o f o r t h e e f f e c t s of t h e f i n a n c i n g d e c i s i o n and t h e i n t e r a c t i o n s between t h e two d e c i s i o n s . I n perf e c t c a p i t a l markets a l l t h e e f f e c t s of t h e f i n a n c i n g d e c i s i o n p e r t a i n t o t h e t a x s h i e l d c r e a t e d by d e b t f i n a n c i n g . Thus, a s o r i g i n a l l y shown by Modigliani and M i l l e r [81, t h e v a l u e of a p r o j e c t ' s levered cash flow stream e q u a l s t h e market v a l u e t h e stream would have i f it were unlevered p l u s t h e market value of t h e stream of t a x savings on i n t e r e s t payments a s s o c i a t e d with t h e d e b t employed t o f i n a n c e t h e p r o j e c t . While t h i s r e s u l t i s completely g e n e r a l w i t h r e s p e c t t o t h e s p e c i f i c processes u t i l i z e d by t h e market t o v a l u e t h e two components, MM s p e c i f i e d t h e v a l u e of t h e unlevered component a s t h e p r e s e n t value of t h e unlevered cash flows discounted a t t h e a p p r o p r i a t e r i s k a d j u s t e d unlevered c o s t of c a p i t a l and they s p e c i f i e d t h e v a l u e of t h e t a x savings component a s t h e p r e s e n t v a l u e of t h e t a x s h i e l d on i n t e r e s t discounted a t t h e c o s t of debt.' Accordingly, t h e v a l u e of a p r o j e c t ' s l e v e r e d cash flows i s s p e c i f i e d a s t h e sum of t h e s e two p r e s e n t v a l u e s , one r e p r e s e n t i n g t h e e f f e c t s of t h e i nvestment d e c i s i o n and t h e o t h e r c a p t u r i n g t h e e f f e c t s of t h e f i n a n c i n g d e c i s i o n .

The MM v a l u a t i o n model has been extended t o normative c a p i t a l budgeting analys i s by Myers [91 i n terms of t h e a d j u s t e d p r e s e n t value (APV) model. I n both t h e l i t e r a t u r e and p r a c t i c e of c a p i t a l budgeting i s observed, howe v e r , a p r e f e r e n c e f o r s p e c i f y i n g t h e value of t h e l e v e r e d cash flows i n terms
of a s i n g l e p r e s e n t v a l u e t h a t r e f l e c t s t h e combined e f f e c t s of both t h e i n v e s tment and f i n a n c i n g d e c i s i o n s . This approach i s u s u a l l y o p e r a t i o n a l i z e d by *
U n i v e r s i t y o f G e o r g i a a n d P e n n s y l v a n i a S t a t e U n i v e r s i t y , r e s p e c t i v e 1 y .
'see Modigliani and M i l l e r [81 f o r a d i s c u s s i o n of why i t might be approp r i a t e t o d i s c o u n t t h e t a x s h i e l d on i n t e r e s t a t t h e c o s t of d e b t . A condit i o n s u f f i c i e n t t o j u s t i f y t h i s v a l u a t i o n method i s t h a t both t h e f i r m ' s d e b t and t h e t a x s h i e l d s a r e r i s k l e s s .
d i s c o u n t i n g t h e unlevered cash flows a t a r a t e s p e c i f i e d a s a weighted average of t h e f i r m ' s a f t e r -t a x c o s t s of d e b t and e q u i t y . 2 This o p e r a t i o n a l model of p r o j e c t v a l u a t i o n i s f r e q u e n t l y r e f e r r e d t o a s t h e "textbook" approach.
The p o p u l a r i t y of t h e textbook approach can probably be a t t r i b u t e d mainly t o two f a c t o r s . F i r s t , i f t h e p r o j e c t i n q u e s t i o n i s of t h e same r i s k c l a s s a s t h e f i r m ' s p o r t f o l i o of e x i s t i n g p r o j e c t s , t h e c o s t s of d e b t and e q u i t y can be estimated on t h e b a s i s of t h e observed market r a t e s of r e t u r n on t h e f i r m ' s d e b t and e q u i t y s e c u r i t i e s . The f i r m ' s unlevered c o s t of c a p i t a l , on t h e o t h e r hand, has no d i r e c t l y observable market c o u n t e r p a r t . Second, t h e textbook approach f a c i l i t a t e s d e c e n t r a l i z e d c a p i t a l expenditure a n a l y s e s and choices where t h e f i n a n c i n g and investment d e c i s i o n s a r e o r g a n i z a t i o n a l l y s e p a r a t e d . Thus, lower l e v e l managers a r e provided with a s i n g l e d i s c o u n t r a t e which i s intended t o r e f l e c t n o t only t h e p r o j e c t ' s o p e r a t i n g r i s k , b u t a l s o t h e f i r m ' s financing p o l i c i e s and which i s t o be used t o e v a l u a t e , a t a d e c e n t r a l i z e d l e v e l , t h e f i r m ' s investment o p p o r t u n i t i e s .
I n r e c e n t y e a r s , however, a p e r s i s t e n t controversy i n t h e c a p i t a l budgeti n g l i t e r a t u r e has been concerned with t h e e f f e c t of p r o j e c t l i f e on t h e v a l i di t y of t h e textbook approach t o p r o j e c t a n a l y s i s . Although i t i s u s u a l l y accepted t h a t t h e textbook weighted average c o s t of c a p i t a l (WACC) i s an approp r i a t e d i s c o u n t r a t e f o r e i t h e r of t h e p o l a r assumptions of (1) a one-year proj e c t l i f e o r ( 2 ) l e v e l p e r p e t u a l p r o j e c t cash flows, a number of a u t h o r s have argued t h a t t h e textbook approach does n o t g e n e r a l l y provide c o r r e c t v a l u a t i o n s of uneven f i n i t e cash flows.3 I n t h i s paper we examine t h e v a l i d i t y of t h e textbook approach f o r uneven f i n i t e cash flows i n t h e c o n t e x t of t h e MM p e r f e c t c a p i t a l markets r e s u l t t h a t t h e market v a l u e of l e v e r e d cash flows i s equal t o t h e unlevered v a l u e p l u s t h e v a l u e of t a x savings due t o d e b t f i n a n c i n g . Our a n a l y s i s shows t h a t i f t h e unlevered c o s t of c a p i t a l , t h e c o s t of d e b t , t h e t a x r a t e , and t h e market v a l u e leverage r a t i o a r e c o n s t a n t f o r t h e d u r a t i o n of a p r o j e c t , then t h e v a l u e of a p r o j e c t ' s l e v e r e d cash flows can be obtained by discounting t h e unlevered cash flows a t a r a t e :
1. t h a t i s i n v a r i a n t w i t h r e s p e c t t o t h e time p a t t e r n and d u r a t i o n of t h e l e v e r e d cash flows and 2 .
t h a t i s equal t o t h e textbook WACC.
Thus o u r a n a l y s i s i m p l i e s t h a t t h e textbook approach i s a 
The c r i t i c a l assumption f o r e s t a b l i s h i n g t h e v a l i d i t y of t h e textbook approach i s concerned w i t h t h e f i r m ' s f i n a n c i n g p o l i c y . The p r o j e c t ' s l i f e i s n o t an i s s u e . When management a c t s t o m a i n t a i n a c o n s t a n t d e b t t o t o t a l v a l u e r a t i o , i n terms o f r e a l i z e d market v a l u e s , t h e investment d e c i s i o n impacts upon t h e r i s k i n e s s a s w e l l a s t h e magnitude of f u t u r e t a x s h i e l d s c r e a t e d by d e b t f i n a n c i n g . Even though t h e f i r m might i s s u e r i s k l e s s d e b t , i f f i n a n c i n g p o l i c y i s t a r g e t e d t o r e a l i z e d market v a l u e s , t h e amount of d e b t o u t s t a n d i n g i n f u t u r e p e r i o d s i s n o t known w i t h c e r t a i n t y ( u n l e s s t h e investment i s r i s k l e s s ) and, 5 consequently, t h e magnitude of t h e t a x s h i e l d s c a n n o t b e known w i t h c e r t a i n t y .
I f , f o r example, r e a l i z e d market v a l u e s a r e below o r i g i n a l e x p e c t a t i o n s , t h e n t h e amount of o u t s t a n d i n g d e b t w i l l be a d j u s t e d a c c o r d i n g l y c r e a t i n g a reduct i o n i n t h e magnitude of r e a l i z e d t a x s a v i n g s from o r i g i n a l e x p e c t a t i o n s . I n t h i s p a p e r we e s t a b l i s h t h e c o r r e c t l i n k a g e between t h e r i s k i n e s s of t h e i n v e s tment, a s embodied i n t h e unlevered d i s c o u n t r a t e , and t h e r i s k i n e s s of t h e fut u r e t a x s a v i n g s on i n t e r e s t payments when t h e market v a l u e l e v e r a g e r a t i o i s h e l d c o n s t a n t . T h i s c o r r e c t l i n k a g e p r o v i d e s t h e b a s i s f o r e s t a b l i s h i n g t h e v a l i d i t y of t h e textbook WACC i n p e r f e c t c a p i t a l markets. S e c t i o n I o f t h e p a p e r i d e n t i f i e s t h e assumptions used i n S e c t i o n I1 t o d e r i v e a model f o r o b t a i n i n g t h e v a l u e o f a l e v e r e d s t r e a m by d i s c o u n t i n g t h e u n l e v e r e d s t r e a m by a s i n g l e d i s c o u n t r a t e . S e c t i o n I11 p r o v e s t h a t t h i s d i sc o u n t r a t e i s e q u a l t o t h e textbook WACC. F i n a l l y , S e c t i o n I V summarizes t h e p a p e r .
4A number of w r i t e r s i n c l u d i n g Bar-Yosef [21 , E z z e l l and P o r t e r [61 , and
Linke and K i m [71 have been a b l e t o show t h a t a c o n s t a n t c o s t of e q u i t y , a cons t a n t c o s t of d e b t , a c o n s t a n t market v a l u e l e v e r a g e r a t i o , and a c o n s t a n t weighted a v e r a g e c o s t o f c a p i t a l a r e i n t e r n a l l y c o n s i s t e n t c o n d i t i o n s f o r any time p a t t e r n of c a s h flows. But t h e s e a n a l y s e s d i d n o t a t t e m p t t o e s t a b l i s h l i n k a g e between t h e MM p e r f e c t market v a l u a t i o n model and t h e textbook weighted average c o s t of c a p i t a l . Also s e e Beranek [41 f o r t h e d e r i v a t i o n of a c a p i t a l budgeting model employing a book v a l u e weighted a v e r a g e c o s t of c a p i t a l . 5That f u t u r e t a x s h i e l d s a r e r i s k y when management a c t s t o m a i n t a i n a cons t a n t d e b t -t o -t o t a l v a l u e r a t i o was recognized by Myers who noted " . . . t h a t a lthough t h e t a x s h i e l d a s s o c i a t e d w i t h any d e b t i n s t r u m e n t i s s a f e , t h e aggreg a t e v a l u e of t h e i n s t r u m e n t o b t a i n a b l e i s u n c e r t a i n . "
( [ 9 , p . 221) For h i s a n a l y s i s , however, Myers was a p p a r e n t l y u n w i l l i n g t o make t h e s t r o n g r e b a l a n ci n g assumption n e c e s s a r y t o m a i n t a i n a c o n s t a n t market v a l u e l e v e r a g e r a t i o .
I . The Assumptions W e s h a l l assume t h e following: 1. C a p i t a l Markets a r e p e r f e c t . Consequently, t h e market value of any levered cash flow stream equals t h e market value of t h e unlevered component p l u s t h e market value of t h e t a x savings on i n t e r e s t payments. 
I n equation ( I ) , k r e p r e s e n t s t h e p o i n t i n time a t which market value i s r e a l i z e d , t h e i t s r e p r e s e n t t h e p o i n t s i n time following k a t which cash flows a r e r e a l i z e d , and t h e j ' s r e p r e s e n t t h e p e r i o d s between k
and each i . That i s , we assume, following MM,
3.
The firm maintains a c o n s t a n t leverage r a t i o , L , s o t h a t B i-1 = LVi-l. I f , a t t h e end of any p e r i o d , t h e d e b t t o t o t a l v a l u e r a t i o does n o t equal L , we assume t h a t t h e f i r m undertakes f i n a n c i a l t r a n s a c t i o n s t o 6 r e s t o r e t h e r a t i o t o L.
'whether maintaining a c o n s t a n t market value l e v e r a g e r a t i o , L , i s i n some sense t h e " b e s t " f i n a n c i n g p o l i c y i s n o t o u r concern. W e make t h i s assumption simply because t h e textbook weighted average c o s t of c a p i t a l i s s p e c i f i e d i n L 4. At time k = i-1, the appropriate rate for discounting the time i tax savings is r, the cost of debt. That is, d. = r for j = i = k + 1.
11
In view of assumption 3, it is only at time i-1 that B is known for i-1 certain. Thus, unlike MM, we make no assumptions pertaining to the value of dT for i > k + 1; rather we allow the appropriate values to i j be deduced from the analysis.
The objective of our analysis is to determine the composite set of rates pij that will satisfy * where p . is the appropriate rate for discounting the time i unlevered cash flow 11
in period j to obtain the levered market value, vL Our analysis will show that for 0 (k < i (T since p is the "correct" discount rate for all future periods. 0 Equation (3) in conjunction with the value additivity principle imples that "/ for 0 ( k < T where vU represents the value of the unlevered component at k time k. Equations (3) and (4) together imply
terms of a constant L. Therefore, for an analysis to provide a meaningful basis on which to evaluate the conceptual validity of the textbook specification, L must be maintained constant. We should not be surprised to "discover" that the textbook approach does not give correct solutions when other financing patterns are followed. 
The v a l u a t i o n p r o c e s s embodied i n e q u a t i o n s ( 3 ) , ( 4 ) , and ( 5 ) i m p l i e s t h a t a t t i m e T-1, t h e v a l u e o f t h e u n l e v e r e d component i s ( 6 ) and a t t i m e T-2, S u b s t i t u t i n g e q u a t i o n ( 6 ) i n t o ( 7 ) g i v e s u s C o n t i n u i n g t h i s s i m p l e backward i t e r a t i o n p r o c e d u r e back t o t i m e 0 r e s u l t s i n S i n c e e q u a t i o n ( 9 ) i s a d i r e c t i m p l i c a t i o n o f a s s u m p t i o n 2 , e q u a t i o n s ( 3 ) -(8) may seem t o b e l a b o r t h e o b v i o u s . We i n c l u d e them t o s e t f o r t h c l e a r l y t h e v a l u a t i o n p r o c e s s i m p l i e d by a s s u m p t i o n 2 and t h e r e b y t o s e t t h e s t a g e f o r d e a li n g w i t h t h e l e s s o b v i o u s problem of d e t e r m i n i n g t h e v a l u e of t h e t a x s a v i n g s on i n t e r e s t payments.
Employing o u r t h i r d a s s u m p t i o n t h a t t h e l e v e r a g e r a t i o , i n t e r m s o f r e a li z e d m a r k e t v a l u e s , i s h e l d c o n s t a n t , e q u a t i o n (1) c a n now b e r e w r i t t e n a s I t i s o b v i o u s from e q u a t i o n ( 1 0 ) t h a t i f t h e l e v e r a g e r a t i o i s h e l d c o n s t a n t i n Bi-l t e r m s of L = -, t h e magnitude o f t h e t a x s a v i n g s a t any t i m e i depends upon
L v . 1-1 L t h
e v a l u e o f t h e l e v e r e d c a s h flow s t r e a m a t t i m e i -1 , vL r b u t Vi-L
1-1 T upon t h e v a l u e o f t h e t a x s a v i n g s component a t t i m e ( i -l ) ,V:
Thus, $ can- Tand V we w i l l employ t h e backward i t e r a t i o n proce-0 0 dure which has been shown t o be i m p l i c i t i n equation ( 9 ) .
1-1' n o t g e n e r a l l y b e d e t e r m i n e d by simply a d d i n g a n i n d e p e n d e n t l y d e t e r m i n e d vT 0 'dU 0 when t h e f i r m a c t s t o m a i n t a i n a c o n s t a n t m a r k e t v a l u e l e v e r a g e r a t i o . R a t h e r it i s necessary t o determine V
L and vT simultaneously. To account f o r t h e O'L 0 interdependence between V
W e i n i t i a t e t h e backward i t e r a t i o n procedure by expressing t h e value of t h e levered stream a t T-1 a s
where equation ( 3 ) 
i s u t i l i z e d t o value t h e unlevered component by d i s c o u n t i n g t h e unlevered component a t t h e f i r m ' s unlevered c o s t of c a p i t a l , and assumption 4 i s u t i l i z e d t o d i s c o u n t t h e t a x savings a t t h e f i r m ' s c o s t of d e b t . Solving equation (11) f o r ~i -ũs g i v e s Equation ( 1 2 ) r e v e a l s t h a t i s t h e a p p r o p r i a t e d i s c o u n t f a c t o r f o r valuing a l e v e r e d stream a t time T-1.
A s
* a s p e c i a l c a s e , ~= l , (13) shows t h a t p TT i s t h e c o r r e c t r i s ki f equation a d j u s t e d d i s c o u n t r a t e f o r t h e s i n g l e p e r i o d cash flow. A t time T-2, t h e value of t h e l e v e r e d cash flow i s
L where d i s t h e a p p r o p r i a t e r a t e f o r d i s c o u n t i n g t h e value of t h e time (T-1) (T-1) L T-1 levered market value t o time T-2. The c o r r e c t s p e c i f i c a t i o n of d (T-1) (T-1) i s a s t r a i g h t f o r w a r d i m p l i c a t i o n of o u r assumptions and a n a l y s i s t o t h i s p o i n t . W e can use equation ( 6 ) t o s u b s t i t u t e vU
(1 + f o r ]i i n equation (12) T-1 T o b t a i n i n g Equation (15) shows t h a t vL and V u a r e q u a n t i t i e s t h a t d i f f e r only by a T-1 T-1 L c o n s t a n t s c a l e f a c t o r . T h i s means t h a t a t any time k < T-1, v~-1 and vU T-1 a r e p e r f e c t l y c o r r e l a t e d random v a r i a b l e s and must be valued accordingly. Equation
(5) shows t h a t vU should be discounted a t t h e f i r m ' s unlevered c o s t of c a p i t a l T-1 L f o r v a l u a t i o n a t any time p r i o r t o T-1.
Consequently, VT-l should a l s o be d i scounted a t p implying t h a t 0 L S u b s t i t u t i n g equations (12) and (16) 
The Weighted Average Cost of C a p i t a l
The n e x t s t e p i s t o prove t h a t t h e textbook formulation of t h e weighted average c o s t of c a p i t a l follows from o u r previous a n a l y s i s . L e t k be any p e r i o d such t h a t 0 5 k < T. The expected end-of-period cash flow t o e q u i t y can be w r i t t e n a s
The f i r m r e c e i v e s t h e unlevered component p l u s t h e t a x savings on i n t e r e s t payments. Then, i n t e r e s t payments a r e deducted. I f Bk+l < Bk, t h e amobnt of d
t h e r hand, Bk+l > Bk, t h e r e i s a n e t i n c r e a s e i n cash flow. F i n a l l y , e q u i t y owns (1-L)vL of t h e s t r e a m ' s f u t u r e v a l u e . S u b s t i t u t i n g LvL f o r B and LV L k + l k k k + l f o r B~+~, we can r e a r r a n g e terms s o t h a t t h e expected end-of-period cash flow t o e q u i t y i s
where p S i s t h e expected r a t e of r e t u r n on e q u i t y f o r t h e ( k + 1) p e r i o d .
( k + l )
*
The f i r s t term on t h e right-hand s i d e o f e q u a t i o n (21) i s simply
s implied by t h e f a c t t h a t p i s t h e r e q u i r e d r a t e of r e t u r n f o r t h e l e v e r e d
stream. Hence, e q u a t i o n ( 2 1 ) can be w r i t t e n a s 
Equation ( 2 2 ) proves t h a t t h e c o s t of e q u i t y i s independent of t h e p a r t i c u l a r
Summary B a s i c a l l y , two approaches t o t h e v a l u a t i o n of a l e v e r e d stream have ap-
peared i n t h e l i t e r a t u r e . The textbook approach assumes a c o n s t a n t c o s t of e q u i t y , a c o n s t a n t c o s t of d e b t , and a c o n s t a n t l e v e r a g e r a t i o . The Modigliani and M i l l e r approach assumes a c o n s t a n t unlevered c o s t of c a p i t a l and a c o n s t a n t I n p a r t i c u l a r , we have shown i n e q u a t i o n s ( 1 9 ) , ( 2 0 ) , and (23) t h a t i n p e r f e c t c a p i t a l markets where t h e unlevered d i s c o u n t r a t e ( p ) , t h e c o s t of 0 d e b t ( r ) , t h e t a x r a t e ( T ) , and t h e market v a l u e l e v e r a g e r a t i o a r e c o n s t a n t f o r t h e d u r a t i o n o f a n u n l e v e r e d c a s h flow s t r e a m , t h e v a l u e o f t h e l e v e r e d c a s h flow s t r e a m c a n b e o b t a i n e d by d i s c o u n t i n g t h e u n l e v e r e d component a t a c o n s t a n t r a t e t h a t i s e q u a l t o t h e t e x t b o o k WACC.
I n t h e d e r i v a t i o n of equat i o n s ( 1 9 ) , ( 2 0 ) , and ( 2 3 ) , no a s s u m p t i o n s were made r e g a r d i n g e i t h e r t h e t i m e p a t t e r n o r t h e d u r a t i o n of t h e u n l e v e r e d component. Thus, t h i s p a p e r h a s demons t r a t e d t h a t we c a n d i s p e n s e w i t h t h e two p o l a r s u f f i c i e n t a s s u m p t i o n s r e g a r di n g p r o j e c t l i f e g e n e r a l l y i d e n t i f i e d w i t h t h e v a l i d i t y o f t h e t e x t b o o k WACC:
(1) t h e p r o j e c t h a s a one-year l i f e ; o r ( 2 ) t h e p r o j e c t ' s c a s h f l o w s a r e a l e v e l p e r p e t u i t y . The c r i t i c a l assumption p e r t a i n s n o t t o p r o j e c t l i f e , b u t r a t h e r t o t h e f i n a n c i n g p o l i c y f o l l o w e d by t h e f i r m .
Our a n a l y s i s assumes ( a s s u m p t i o n 3 ) t h a t t h e f i r m m a i n t a i n s a c o n s t a n t y e a r p r o j e c t l i f e t h e l e v e r a g e r a t i o i s L = B /vL and i s c o n s t a n t by d e f i n i t i o n 0 0 s i n c e n e i t h e r an o p p o r t u n i t y n o r a r e q u i r e m e n t a r i s e s t o r e b a l a n c e t h e c a p i t a l , a s h a s been a r g u e d i n t h e l i t e r a t u r e , b u t r a t h e r o f m a i n t a i ni n g i n d i r e c t l y a c o n s t a n t l e v e r a g e r a t i o . F u r t h e r m o r e , t h e f a i l u r e of t h e lite r a t u r e g e n e r a l
l y t o produce c o r r e c t v a l u a t i o n s f o r uneven f i n i t e c a s h f l o w s w i t h t h e t e x t b o o k a p p r o a c h i s l i k e w i s e n o t a m a t t e r o f p r o j e c t l i f e , b u t i n s t e a d t h e r e s u l t of assuming a d e b t t r a n s a c t i o n s c h e d u l e t h a t a l l o w s t h e l e v e r a g e r a t i o t o v a r y .
The c h o i c e between t h e t e x t b o o k and MM-APV a p p r o a c h e s t o c a p i t a l b u d g e t i n g a n a l y s i s depends on whether i t i s (1) t h e debt-repayment s c h e d u l e o r ( 2 ) t h e l e v e r a g e r a t i o t h a t i s exogenous w i t h r e s p e c t t o r e a l i z e d market v a l u e s . The g e n e r a l p e r f e c t c a p i t a l m a r k e t s MM-APV model i s n e u t r a l w i t h r e s p e c t t o t h e f i r m ' s f i n a n c i n g p o l i c y , b u t i t r e q u i r e s e x p l i c i t v a l u a t i o n of t h e t a x b e n e f i t s o f d e b t f i n a n c i n g . The t e x t b o o k approach i s a s p e c i a l c a s e of t h e g e n e r a l MM-
APV model when t h e l e v e r a g e r a t i o i s exogenous, and i t e n a b l e s t h e f i r m t o v a l u e t h e d e b t -r e l a t e d t a x b e n e f i t s i m p l i c i t l y simply by discounting t h e unlevered
cash flows a t t h e WACC. However, t h i s approach assumes t h a t t h e f i r m i s a b l e and w i l l i n g t o maintain t h e l e v e r a g e r a t i o a t L = B/V by i s s u i n g more d e b t when times a r e " b e t t e r " than expected and r e t i r i n g d e b t when times a r e "worse"
than expected. With any o t h e r d e b t p o l i c y , t h e p e r i o d i c d e b t t r a n s a c t i o n s a r e e i t h e r p a r t i a l l y o r completely exogenous with r e s p e c t t o r e a l i z e d market values
and, consequently, t h e leverage r a t i o w i l l n o t be c o n s t a n t except by chance.
Equations (21) and (22) show t h a t t h e c o s t of e q u i t y i n any given p e r i o d i s a f u n c t i o n of t h a t p e r i o d ' s leverage r a t i o . Thus, we cannot determine t h e c o s t of e q u i t y u n t i l we know t h e l e v e r a g e r a t i o , and we cannot determine t h e l e v e rage r a t i o u n t i l we know t h e l e v e r e d market v a l u e . But, t h e levered market value i s t h e aim of our a n a l y s i s . Thus, u n l e s s t h e leverage r a t i o and, conseq u e n t l y , t h e c o s t of e q u i t y a r e exogenous t o r e a l i z e d market v a l u e s , t h e t e x tbook WACC i s n o t an a p p r o p r i a t e d i s c o u n t r a t e f o r normative c a p i t a l budgeting a n a l y s i s . 
Indeed, i t would seem t h a t t h e p r
i s assumed t h a t t h e d e b t t r a n sa c t i o n schedule r a t h e r than t h e leverage r a t i o i s exogenous, t h e a n a l y s i s of c a p i t a l budgeting o p t i o n s should be conducted i n terms of t h e g e n e r a l MM-APV
v a l u a t i o n model.
